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class B partnership interests held by individ-
uals A and B is approximately equal to a cor-
responding amount of FA stock. The dis-
tribution rights on liquidation (or redemp-
tion) provided by the class B partnership in-
terests, therefore, are substantially similar
in all material respects to distribution rights
on liquidation (or redemption) provided by
the FA stock. Thus, the distribution rights
provided by the class B partnership interests
are substantially similar in all material re-
spects to the distribution rights provided by
the publicly traded FA stock. As a result, if
treating the class B partnership interests as
FA stock would have the effect of treating
FA as a surrogate foreign corporation, under
paragraph (i)(1) of this section the class B
partnership interests will be treated as FA
stock for purposes of section 7874.

Example 19. Creditor treated as a shareholder.
(i) Facts. Individuals A and B equally own
DC1. The liabilities of DC1 exceed the value
of its assets. Pursuant to a plan, FA, a newly
formed corporation, acquires substantially
all of the properties held by DC1 in exchange
solely for FA stock. Pursuant to the plan,
the DCI1 stock held by individuals A and B is
cancelled, and the creditors of DC1 receive
all the FA stock in exchange for their claims
against DCI.

(i) Analysis. Because immediately before
the first date on which properties are ac-
quired as part of the acquisition described in
section 7874(a)(2)(B)(i) the liabilities of DC1
exceed the value of its assets, under para-
graph (i)(2)(i) of this section, for purposes of
section 7874, the creditors of DC1 are treated
as shareholders of DC1 and the creditors’
claims against DCI1 are treated as DC1 stock.
Therefore, for purposes of section
7874(a)(2)(B)(ii), the FA stock received by the
creditors of DC1 by reason of their claims
against DC1 is considered held by former
shareholders of DC1 by reason of holding DC1
stock.

Example 20. Conversion to a domestic corpora-
tion and application of section 367. (i) Facts. In-
dividuals A and B are United States persons
and equally own DC1. Pursuant to a plan, in-
dividuals A and B transfer their DC1 stock to
FA in exchange solely for 80% of the out-
standing FA stock. After the acquisition, the
expanded affiliated group that includes FA
does not have substantial business activities
in Country A when compared to the total
business activities of the expanded affiliated
group.

(ii) Analysis. Under paragraph (c)(1)(i) of
this section, for purposes of section
7874(a)(2)(B)(i), FA is treated as acquiring all
of the properties held by DC1 on the date of
the stock acquisition. After the acquisition,
the former shareholders of DC1 own 80% of
the stock of FA by reason of holding DC1
stock. Therefore, FA is a surrogate foreign
corporation that is treated as a domestic
corporation under section 7874(b). Under
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paragraph (j)(1) of this section, except for
purposes of determining whether FA is treat-
ed as a surrogate foreign corporation, the
conversion of FA to a domestic corporation
constitutes a reorganization described in sec-
tion 368(a)(1)(F) that occurs at the end of the
day immediately preceding the date of the
stock acquisition. Section 367 applies to the
conversion of FA to a domestic corporation.
See, for example, §§1.367(b)-2 and 1.367(b)-3
for the consequences of the conversion.
Under paragraph (j)(3) of this section, section
367 does not apply to the transfers of DCl1
stock by individuals A and B to FA.

(1) Effective/applicability date. This
section applies to acquisitions com-
pleted on or after June 7, 2012. For ac-
quisitions completed prior to June 7,
2012, see §1.7874-2T(0), as contained in
26 CFR part 1, revised as of April 1,
2012.

[T.D. 9591, 77 FR 34791, June 12, 2012]

§1.7874-3T Substantial business activi-
ties (temporary).

(a) Scope. This section provides rules
regarding whether a foreign corpora-
tion has substantial business activities
in the relevant foreign country when
compared to the total business activi-
ties of the expanded affiliated group for
purposes of section 7874(a)(2)(B)(iii).
Paragraph (b) of this section sets forth
the threshold of business activities
that constitute substantial business
activities. Paragraph (c) of this section
describes certain items not to be taken
into account as located or derived in
the relevant foreign country. Para-
graph (d) of this section provides defi-
nitions and certain rules of applica-
tion. Paragraph (e) of this section pro-
vides rules regarding the treatment of
a partnership in which one or more
members of an expanded affiliated
group own an interest. Paragraph (f) of
this section provides the dates of appli-
cability and expiration.

(b) Threshold of business activities. The
expanded affiliated group will have
substantial business activities in the
relevant foreign country after the ac-
quisition when compared to the total
business activities of the expanded af-
filiated group only if, subject to para-
graph (c¢) of this section, each of the
tests described in paragraphs (b)(1)
through (b)(3) of this section is satis-
fied.
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(1) Group employees—(i) Number of em-
ployees. The number of group employ-
ees based in the relevant foreign coun-
try is at least 25 percent of the total
number of group employees on the ap-
plicable date.

(ii) Employee compensation. The em-
ployee compensation incurred with re-
spect to group employees based in the
relevant foreign country is at least 25
percent of the total employee com-
pensation incurred with respect to all
group employees during the testing pe-
riod.

(2) Group assets. The value of the
group assets located in the relevant
foreign country is at least 25 percent of
the total value of all group assets on
the applicable date.

(3) Group income. The group income
derived in the relevant foreign country
is at least 25 percent of the total group
income during the testing period.

(c) Items nmot to be considered. The fol-
lowing items are not taken into ac-
count in the numerator, but are taken
into account in the denominator, for
each of the tests described in para-
graphs (b)(1) through (b)(3) of this sec-
tion:

(1) Any group assets, group employ-
ees, or group income attributable to
business activities that are associated
with properties or liabilities the trans-
fer of which is disregarded under sec-
tion 7874(c)(4).

(2) Any group assets or group em-
ployees located in, or group income de-
rived in, the relevant foreign country
as part of a plan with a principal pur-
pose of avoiding the purposes of section
7874.

(3) Any group assets or group em-
ployees located in, or group income de-
rived in, the relevant foreign country if
such group assets or group employees,
or the business activities to which such
group income is attributable, are sub-
sequently transferred to another coun-
try in connection with a plan that ex-
isted at the time of the acquisition de-
scribed in section 7874(a)(2)(B)(i).

(d) Definitions and application of rules.
The following definitions and rules
apply for purposes of this section:

(1) The term acquisition date means
the date on which the acquisition de-
scribed in section 7874(a)(2)(B)(i) is
completed.

§1.7874-3T1

(2) The term applicable date means ei-
ther of the following dates, applied
consistently for all purposes of this
section:

(i) The acquisition date; or

(ii) The last day of the month imme-
diately preceding the month in which
the acquisition described in section
7874(a)(2)(B)(i) is completed.

(3) The term employee compensation
means all amounts incurred by mem-
bers of the expanded affiliated group
that directly relate to services per-
formed by group employees (including,
for example, wages, salaries, deferred
compensation, employee benefits, and
employer payroll taxes). Employee
compensation is determined in TU.S.
dollars translated, if necessary, using
the weighted average exchange rate (as
defined in §1.989(b)-1) for the testing
period.

(4) The term expanded affiliated group
means the affiliated group defined in
section 7874(c)(1) determined at the
close of the acquisition date. The term
member of the expanded affiliated group
means an entity included in the ex-
panded affiliated group. A reference to
a member of the expanded affiliated
group includes a predecessor with re-
spect to such member.

(5) The term group assets means tan-
gible personal property or real prop-
erty used or held for use in the active
conduct of a trade or business by mem-
bers of the expanded affiliated group,
provided such property is owned by
members of the expanded affiliated
group at the close of the acquisition
date. A group asset is considered to be
located in the relevant foreign country
only if the asset was physically present
in such country at the close of the ac-
quisition date and for more time than
in any other country during the testing
period. All group assets must be valued
consistently and on a gross basis (that
is, not reduced by liabilities) using ei-
ther the adjusted tax basis or fair mar-
ket value determined in U.S. dollars
translated, if necessary, at the spot
rate determined under the principles of
§1.988-1(d)(1), (2), and (4). Tangible per-
sonal property or real property that is
rented by members of the expanded af-
filiated group from a person other than
a member of the expanded affiliated
group is also treated as a group asset,
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provided such property is used in the
active conduct of a trade or business
and is being rented by members of the
expanded affiliated group at the close
of the acquisition date. For purposes of
this section, a group asset that is
rented is valued at eight times the net
annual rent paid or accrued with re-
spect to the property by members of
the expanded affiliated group.

(6) The term group employees means
employees of members of the expanded
affiliated group. A group employee is
considered to be based in the relevant
foreign country only if the employee
spent more time providing services in
such country than in any other single
country during the testing period.

(7) The term group income means
gross income of members of the ex-
panded affiliated group from trans-
actions occurring in the ordinary
course of business with customers that
are not related persons. Group income
is translated into U.S. dollars, if nec-
essary, using the weighted average ex-
change rate (as defined in §1.989(b)-1)
for the testing period. Group income is
considered derived in the relevant for-
eign country only if it is derived from
a transaction with a customer located
in such country.

(8) The term net annual rent means
the annual rent paid or accrued with
respect to property, less any payments
received or accrued from subleasing
such property (or other similar ar-
rangement).

(9) The term related person has the
meaning specified in section 954(d)(3),
except that section 954(d)(3) is applied
by substituting ‘‘one or more members
of the expanded affiliated group’ for ‘‘a
controlled foreign corporation’” and
‘““the controlled foreign corporation”
each place they appear.

(10) The term relevant foreign country
means the foreign country in which, or
under the law of which, the foreign cor-
poration was created or organized.

(11) The term testing period means the
one-year period ending on the applica-
ble date.

(e) Treatment of partnerships. For pur-
poses of this section, if one or more
members of the expanded affiliated
group own, in the aggregate, more than
50 percent (by value) of the interests in
a partnership, such partnership will be
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treated as a corporation that is a mem-
ber of the expanded affiliated group.
Thus, all items of such a partnership
are taken into account for purposes of
this section. No items of a partnership
are taken into account for purposes of
this section unless the partnership is
treated as a member of the expanded
affiliated group pursuant to this para-
graph.

(f) Effective/applicability and expiration
dates. Except as otherwise provided in
this paragraph, this section shall apply
to acquisitions that are completed on
or after June 7, 2012. For acquisitions
completed on or after June 7, 2012 that
were either described in a filing with
the Securities and Exchange Commis-
sion on or before June 7, 2012, or that
were subject to a written agreement
that was binding on June 7, 2012, and at
all times thereafter, taxpayers may
apply either the rules in §1.7874-2T(g),
as contained in 26 CFR part 1 revised as
of April 12, 2012, or the rules set forth
in this section. The applicability of
this section expires on June 5, 2015.

[T.D. 9592, 77 FR 34787, June 12, 2012]

PUBLIC LAW 74, 84TH CONGRESS

SOURCE: Sections 1.9000-1 through 1.9000-8
contained in T.D. 6500, 25 FR 12155, Nov. 26,
1960, unless otherwise noted.

§1.9000-1 Statutory provisions.

The Act of June 15, 1955 (Pub. L. 74,
84th Cong., 69 Stat. 134), provides as fol-
lows:

Be it enacted by the Senate and House of Rep-
resentatives of the United States of America in
Congress assembled,

SECTION 1. Repeal of sections 452 and 462—(a)
Prepaid income. Section 452 of the Internal
Revenue Code of 1954 is hereby repealed.

(b) Reserves for estimated expenses, etc.
Section 462 of the Internal Revenue Code of
1954 is hereby repealed.

SEC. 2. Technical amendments. The following
provisions of the Internal Revenue Code of
1954 are hereby amended as follows:

(1) Subsection (c) of section 381 is amended
by striking out paragraph (7) (relating to
carryover of prepaid income in certain cor-
porate acquisitions).

(2) The table of sections for subpart B of
part II of subchapter E of chapter 1 (relating
to taxable year for which items of gross in-
come included) is amended by striking out

‘‘Sec. 452. Prepaid income.”’
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